I. Introduction and Summary

W
hen the concept of the real exchange rate was introduced ten years ago 1, it served to illuminate the issues at stake in the controversy over floating or gliding versus fixed but adjustable exchange rates; for, given that real, not nominal exchange rates matter for international price competitiveness, it was easily demonstrated that, notably in an inflationary situation, automatic and continuous adjustment of nominal exchange rates under floating or a system of gliding parities would be much better suited to avoid instability of real exchange rates and thus economic distortions than (delayed) discretionary and discontinuous adjustment under the adjustable peg system of Bretton Woods. In this paper it will be shown that the concept of the real exchange rate has an equally important bearing on the issue of flexible exchange rates versus currency unification. Indeed, as will be argued in the following Section (II), the need for real exchange-rate variability that can be satisfied through flexibility of nominal exchange rates must be regarded as the crucial economic criterion of whether a given group of countries like the European Community (EC) should adopt a common currency or notL It is, as will be shown, a comprehensive measure-rod that takes account of all the (sometimes conflicting) criteria developed by the theory of the optimum currency area. And last not least, it has the important advantage of being directly measurable and thus "operational."
In Section III a simple method of measuring and comparing real and nominal exchange-rate changes within groups of countries will be developed that has the welcome feature of being amenable to tests of statistical significance. It will be used, in the same section, to demonstrate that by far the largest part of the variation of real exchange-rate changes has been due to nominal exchange-rate changes and that nominal exchange-rate changes thus appear to be an effective means of bringing about real exchange-rate adjustment. At the same time it will be shown that only a very small fraction (less than a quarter) of the large nominal exchange-rate changes which have occurred within the Community over the last five years were real exchange-rate changes. From this the conclusion is drawn that the main obstacle to EC currency unification has been (and is likely to remain) a lack of agreement on monetary policy and inflation rather than fundamental differences and divergencies in economic structure.
In Section IV an attempt is made to compare the real exchange rate changes among the Community countries with the real exchange-rate changes among regions or cities of three existing currency areas: the Federal Republic of Germany, Italy and the United States. Observed real exchange-rate changes in the Community are found to be significantly larger than observed real exchange-rate changes in these three countries. Although this result is strictly speaking not conclusive because nominal exchange-rate fixity and a number of purely institutional factors hamper real exchange-rate changes within a currency area or even make for their statistical underestimation, the difference between the intra-country variances and the intra-Community variance is found to be so marked that the Community is presumed to be, for the time being, a less desirable currency area than the three reference countries.
While comparisons of inter-country and intra-country variances should be expected to suffer from bias, this is not likely for comparisons of the a The theoretical alternative of "permanently and irrevocably fixed exchange rates" (as envisaged by the ~u Report) will not be considered because in a world of imperfect foresight and uncertainty there is no such thing as "irrevocability."
